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Audit Considerations in Times of Economic Uncertainty 
 
Notice To Readers  
This Practice Alert is intended to provide auditors with information that 
may help them improve the efficiency and effectiveness of their audits and 
is based on existing professional literature, the experience of the members 
of the Professional Issues Task Force (PITF) and information provided by 
SEC Practice Section member firms to their own professional staff. This 
information represents the views of the members of the PITF and is not an 
official position of the AICPA. Official positions are determined through 
certain specific committee procedures, due process and deliberation. The 
information provided herein should be used only with the understanding 
that it is to be read in conjunction with the professional literature and that it 




Audit Considerations in Times of Economic Uncertainty  
Introduction  
During the past several months, the U.S. economy has suffered some significant declines. The 
U.S. Commerce Department has reported declines that are consistent with a slowing economy: 
consumer confidence has dropped, plant closings and lay-offs have increased dramatically, profit 
margins for many companies have slipped and many dot-com companies have failed. Some 
economists predict a recession, which could result in further deterioration in internally generated 
cash flows and restrictions on the availability of capital.  
Periods of economic uncertainty lead to challenging conditions for companies due to potential 
deterioration of operating results, increased external scrutiny, and reduced access to capital. 
These conditions can result in increased incentives for companies to adopt practices that may be 
incorrect or inconsistently applied in an effort to address perceived expectations of the capital 
markets, creditors or potential investors. During such times, professional skepticism should be 
heightened and the status quo should be challenged. This Practice Alert is designed to remind 
auditors of issues to consider during these times.  
Professional Skepticism  
The third general auditing standard stipulates that due professional care be exercised in planning 
and conducting an audit engagement. Due professional care requires that the auditor exercise 
professional skepticism in gathering and evaluating audit evidence. Although the auditor neither 
assumes that management is dishonest nor assumes unquestioned honesty, the auditor should 
consider the increased risk associated with the potential increases in external pressure faced by 
management in times of economic decline.  
As a result of perceived external pressures, companies may be tempted to manage earnings 
through conduct of non-recurring transactions or through changes in the method of calculating 
key estimates, such as reserves, fair values or impairments. Companies may also adopt 
inappropriate accounting practices resulting in improper recognition or omission of financial 
transactions. Material non-recurring transactions may require special disclosure to facilitate the 
reader's understanding of the reported financial results, and the guidance in APB No. 20, 
Accounting Changes, should be applied in reporting on the effect of changes in estimates. 
Inappropriate transactions or accounting practices that may result in errors requiring adjustments 
of financial statements might include premature recognition of revenue, failure to record returns, 
inflating inventories, failure to appropriately accrue for contingent liabilities that are probable 
and estimable, and failure to record "misplaced" or otherwise unpaid purchase invoices. 
Additionally, an auditor should be particularly skeptical of non-system adjustments or fourth-
quarter events that result in significant revenue recognition, loss accrual or non-cash earnings.  
The SEC has recently focused significant renewed attention with respect to potential 
inappropriate over-accrual or misuse of restructuring reserves. In this regard, auditors also have 
to be skeptical that provisions for restructuring costs and asset write-downs are not unduly 
conservative. Relevant accounting guidance can be found in SAB 100, Restructuring and 
Impairment Charges, and EITF Issue 94-3, Liability Recognition for Certain Employee 
Termination Benefits and Other Costs to Exit an Activity (Including Certain Costs Incurred in a 
Restructuring). Additionally, the increased focus of external analysts on revenue rather than 
traditional measures of operating performance has resulted in the SEC providing companies with 
expanded interpretive guidance in SAB 101, Revenue Recognition in Financial Statements, 
which addresses recognition and classification of revenue.  
The appropriate level of professional skepticism is needed when corroborating management's 
representations. Management's explanations should make business sense. Additionally, the 
auditor may need to consider corroborating management's explanations with other evidence 
when practicable, including discussions with members of the board of directors or audit 
committee.  
Other indicators of potential increased accounting and reporting risk calling for increased 
professional skepticism include:  
Liquidity matters  
• The company is undercapitalized and is relying heavily on bank loans and other 
credit and is in danger of violating loan covenants.  
• The company appears to be dependent on an IPO for future funding.  
• The company is having difficulty obtaining or maintaining financing.  
• The company is showing liquidity problems.  
Quality of earnings  
• The company is changing significant accounting policies and assumptions to less 
conservative ones.  
• The company is generating profits but not cash flow.  
Industry characteristics  
• The company is a dot-com or Internet company or a supplier to those types of 
companies.  
• The company is not a market leader. Companies that are not market leaders 
sometimes must sell products below cost to match competitors' pricing.  
Management characteristics  
• Management's compensation is largely tied to earnings or the appreciation of 
stock options.  
• The company appears vulnerable to the weakening economic conditions and 
management is not proactive in addressing changing conditions.  
• The company's management is selling their investment in company securities 
more than in the past.  
• There is a significant change in members of senior management or the board of 
directors.  
The following paragraphs serve as reminders for considerations when auditing the following 
specific accounts.  
Inventory  
When auditing inventory, consider the following issues:  
• The reason for an unusual increase in inventory balances. Reduction in turnover, 
increased backlog or deterioration in aging of inventories may be signs that the 
company has excessive inventory on hand.  
• Whether the company's product is technologically attractive to consumers. If not, 
consider the company's plan to sell the inventory and at what cost.  
• Whether declining prices and shrinking profit margins are causing inventory to be 
valued over market.  
• Whether the reduced production at a manufacturing facility is leading to an over-
capitalization of inventory overhead rather than expensing the costs of excess 
capacity.  
• Whether there are material or unusual sales cancellations and returns after year-
end.  
• Whether there are indications of "channel stuffing."  
An auditor should also be aware of any:  
• Unfavorable purchase commitments.  
• Unfavorable sales commitments or arrangements.  
Accounts Receivable  
When auditing accounts receivable, consider the following circumstances:  
• An increase in the aging of receivable balances. This event may be indicative of 
weakening economic conditions. Many companies that sell to Internet-related 
companies may need to increase their bad debt provisions this year since some of 
these Internet-related companies are facing financial challenges that may include 
bankruptcy.  
• Internal controls over credit functions are weak. Consider a company's policies 
for reviewing the amount of customer credit extended to each customer.  
• Receivable amounts that are increasing at a faster rate than revenue.  
• Concentration of receivables in one geographic area or economic sector.  
• The existence of extended payment terms or return privileges.  
• Significant decreases in accounts receivable confirmation response rates from the 
prior year.  
• Compliance with revenue recognition pronouncements, such as SOP 97-2, 
Software Revenue Recognition, and SAB 101, Revenue Recognition in Financial 
Statements.  
Investments  
An auditor should determine whether the classification of securities is appropriate. For example, 
an auditor should consider whether the company has the ability, as well as the intent, to hold 
securities to maturity that are classified as such.  
Long-Lived Assets, Including Goodwill and Intangibles  
Industry downturns and cash flow erosion may indicate an impairment of fixed assets, goodwill 
or other intangibles. FASB 121, Accounting for the Impairment of Long-Lived Assets to Be 
Disposed Of, provides guidance in this area. In that regard, significant idle plant capacity or 
equipment no longer used in operations may need to be written off, unless alternative uses exist.  
Goodwill and intangibles should be analyzed to consider whether the amortization assumptions 
still appear reasonable. For example, if a company purchases a patent that is amortized over 10 
years and the technology of the product has changed to where the patent is no longer used, it may 
be necessary to write-down or write-off the asset.  
In June 2001, the FASB issued Statement No. 142, Goodwill and Other Intangibles. This 
Statement addresses financial accounting and reporting for acquired goodwill and other 
intangible assets and supersedes APB Opinion No. 17, Intangible Assets. The Statement also 
addresses how intangible assets that are acquired individually or with a group of other assets 
should be accounted for in financial statements upon their acquisition. FASB Statement No. 142 
is required to be applied starting with fiscal years beginning after December 15, 2001.  
Deferred Taxes and Other Deferred Charges  
An auditor should consider whether the assumptions and expectations of future benefits of 
deferred tax assets and other deferred charges appear reasonable. In weighing positive and 
negative evidence for purposes of assessing the need for or amount of a deferred tax asset 
valuation allowance, FASB 109, Accounting for Income Taxes, requires that the weight given to 
evidence be commensurate with the ability to objectively verify that evidence. As a result, recent 
historical losses are given significant weight while expectations about future profits may not be 
given much weight.  
Accounts Payable  
An auditor should consider whether the company has delayed making payments on its 
outstanding payables. This may result from the company properly managing cash, but it may also 
be a result of a company experiencing cash flow shortages. An increasing accounts payable 
balance with flat or decreasing sales may be evidence of cash flow concerns.  
Debt  
An auditor should carefully review loan agreements and test for compliance with loan covenants. 
In this regard, an auditor should consider any "cross default" provisions; that is, a violation of 
one loan covenant affecting other loan covenants. An auditor should also keep in mind that any 
debt with covenant violations that are not waived by the lender for a period of more than a year 
from the balance sheet date may need to be classified in the balance sheet as a current liability.  
As always, an auditor should review the debt payment schedules and consider whether the 
company has the ability to pay current debt installments or to refinance the debt if necessary. 
When making such an evaluation, it is important to remember that it is quite possible that the 
company will not generate as much cash flow as it did in the previous year.  
Going Concern  
During times of economic uncertainty, an auditor should have a heightened sense of awareness 
of a company's ability to continue as a going concern. SAS 59, An Entity's Ability to Continue as 
a Going Concern, addresses an auditor's responsibility to evaluate whether there is substantial 
doubt about the entity's ability to continue as a going concern. Negative trends, loan covenant 
violations and legal proceedings are examples of items that might indicate that there could be 
substantial doubt about the ability of an entity to continue as a going concern. When evaluating 
management's plans to continue as a going concern, an appropriate level of professional 
skepticism is important. For example, the company's assumptions to continue as a going concern 
should be scrutinized to assess whether they are based on overly optimistic or "once in a 
lifetime" occurrences.  
Other Considerations  
• An auditor should consider the extent of procedures that may be necessary 
relating to unusual and significant transactions noted during the audit, including 
unusual or "non-routine" journal entries. Many times, these entries are made on 
the parent company's books, or as part of a consolidating entry, or in the last few 
days of the month.  
• An auditor should be aware of new developments in his or her client's business. 
Analytical reviews, therefore, should emphasize the comparison of relationships 
with independent data. When expected fluctuations do not occur, or when 
unexpected fluctuations do occur, an auditor should investigate the reasons. It is 
also important to consider whether the relationships between financial and 
nonfinancial information make sense. For example, in a cable TV company, if the 
number of subscribers declined from the prior year, it would make sense, absent a 
rate increase, that revenue declined also.  
• An auditor should consider whether significant declines in stock prices may result 
in option pricing changes or other compensation benefits being promised to 
employees.  
• An auditor should be aware of inconsistent approaches to write-downs.  
• An auditor should consider off-balance sheet risks; for example, the risks related 
to the failure to perform a contract efficiently. Large fixed fee contracts can 
subject companies to large risks.  
• An auditor should consider a company's ability to forecast and anticipate changes 
in market conditions. The inability to forecast and foresee changes in market 
conditions should heighten an auditor's professional skepticism. Companies that 
are proactive and lead market changes often perform better in times of economic 
uncertainty than those that are reactive.  
• Professional skepticism relating to the above should also be maintained when 
reviewing quarterly financial statements for public companies.  
• An auditor should not allow client or self-imposed deadlines to pressure him or 
her into accounting and auditing decisions that are not well thought out. An 
auditor should also consult with other professionals whenever appropriate-for 
example, on a complex accounting or auditing issue.  
Summary  
Auditing companies in times of economic uncertainty is challenging. As such, auditors need to 
maintain the appropriate levels of professional skepticism and due professional care.  
Past Practice Alerts  
The PITF accumulates and considers practice issues, which appear to present accounting and 
auditing concerns for practitioners. Previously issued Practice Alerts can be obtained from the 
AICPA Web site (www.aicpa.org/members/div/secps/lit/practice.htm), and are as follows:  
94-1: Dealing with Audit Differences 
94-2: Auditing Inventory-Physical Observations 
94-3: Acceptance and Continuance of Audit Clients 
95-1: Revenue Recognition Issues* 
95-2: Complex Derivatives** 
95-3: Auditing Related Parties and Related Party Transactions 
96-1: The Private Securities Litigation Reform Act of 1995 
97-1: Financial Statements on the Internet 
97-2: Audit of Employee Benefit Plans 
97-3: Changes in Auditors and Related Topics 
98-1: The Auditor's Use of Analytical Procedures 
98-2: Professional Skepticism and Related Topics 
98-3: Revenue Recognition Issues 
99-1: Guidance for Independence, Discussion with Audit Committees 
99-2: How the Use of a Service Organization Affects Internal Control Considerations 
00-1: Accounting for Certain Equity Transactions 
00-2: Quality of Accounting Principles Guidance for Discussions with Audit Committees 
00-3: Auditing Construction Contracts 
00-4: Quarterly Review Procedures for Public Companies 
01-1: Common Peer Review Recommendations 
 
  * Practice Alert 98-3 supersedes Practice Alert 95-1. 
** Practice Alert 95-2 is no longer relevant due to recently issued accounting pronouncements 
relating to derivatives. 
   
The PITF welcomes ideas from practitioners. Any such ideas should be forwarded to the staff at 
the AICPA SEC Practice Section.  
Comments or questions on this alert should be directed to Michael Glynn at 201/938-3176.  
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